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1Cases of the following petitioners are consol i dated
herewith for purposes of trial, briefing, and opinion because
t hey present comon questions of fact and law. HJA Inc., &
Subsi di ari es, docket No. 22920-97; Henry and Esther M sle, docket
No. 16657-98; and Henry M sle, docket No. 16658-98. The cases
are referred to as this case in this opinion



MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: In separate notices of deficiency,
respondent determ ned the follow ng incone tax deficiencies,
penal ties, and additions to tax with respect to petitioners’
Federal income tax returns:?

Henry and Esther M sl e, Docket No. 14157-97

Penal ty
Year Defi ci ency Sec. 6662(a)
1989 $19, 906 $3, 981
1990 106, 768 21, 354
1991 66, 964 13, 393
1992 25, 733 5,147
1993 31, 803 6, 361

Henry and Esther M sl e, Docket No. 16657-98

Penal ty
Year Defi ci ency Sec. 6662(a)
1994 $67, 902 $13, 428
1996 71, 900 14, 380

Henry M sl e, Docket No. 16658-98

Additions to Tax
Year Defi ci ency Sec. 6651(a) Sec. 6654

1995 $62, 797 $15, 591 $3, 422

2All section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure. Monetary anmounts are
rounded to the nearest dollar.
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HJA, Inc., & Subsidiaries, Docket No. 22920-97

Year Defi ci ency
1991 $6, 473
1992 83,578
1993 253, 656

Fol | owi ng concessions,?® the issues for decision are:

1. \Wether paynents nmade by HIA, Inc., in connection with
an option and stock purchase agreenent that were applied to
certain liabilities are taxable to Henry and Esther M sl e as
ordi nary incone and deductible by petitioner HIA Inc., &
Subsi di ari es;

2. whether petitioner Henry Msle may reduce, for incone
tax purposes, the gross amount of the option price paid to himor
for his benefit pursuant to the option and stock purchase
agreenent by $150, 000;

3. whether petitioners Henry and Esther Msle are |liable
for accuracy-related penalties for tax years 1989 through 1994
and 1996 under section 6662(a);

4. whether petitioner Henry Msle is liable for an addition
to tax under section 6651(a) for failure to file a return for tax

year 1995; and

3The parties have settled nbst of the issues raised in the
notices of deficiency issued to petitioners. The only other
i ssues to be resolved are conputational
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5. whether petitioner Henry Msle is liable for an addition
to tax under section 6654 for failure to nake estimted tax
paynments for tax year 1995.

FI NDI NGS OF FACT*

Most of the facts have been stipulated and are so found.
Stipulations of Fact Nos. 1 and 2 are incorporated into our
opinion by this reference.

A. Backgr ound

Petitioners Henry Msle (Henry or HW) and Esther Msle
(Esther) are husband and wi fe who resided in Lincoln, Nebraska,
at the time the petitions at docket Nos. 14157-97, 16657-98, and
16658-98 were filed. HIA Inc. (HJA), is a corporation which had
its principal place of business in Lincoln, Nebraska, at the tine

the petition at docket No. 22920-97 was filed. For the years at

“Contrary to Rule 151(e), which governs the form and content
of briefs submtted to the Tax Court, petitioners Henry and
Esther Msle failed to include, anong ot her things, proposed
findings of fact in their opening brief. Instead, petitioners
Henry and Esther M sle set forth their proposed findings of fact
in their reply brief. Presenting proposed findings of fact for
the first time in a reply brief strips opposing parties of the
opportunity to nmake objections to those proposed findings of
fact. Because petitioners Henry and Esther Msle failed to
i ncl ude proposed findings of fact in their opening brief, as
required by Rule 151(e), we do not consider them By failing to
follow the Court’s Rules, “petitioners have assunmed the risk that
we have not considered the record in a light of their own
illTumnation.” Mnico v. Conm ssioner, T.C Meno. 1998-10.
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i ssue, HJA filed consolidated Federal incone tax returns with its
subsidiaries. The consolidated group is the petitioner in docket
No. 22920-97.

During all relevant periods, nenbers of the Msle famly
operated notor vehicle deal erships (the Msle deal erships) and
rel ated businesses (collectively the Msle group). The Msle
deal erships were |located on the north and south sides of O Street
in Lincoln, Nebraska. Until 1990, the three M sle brothers—
Henry, Abram M sle (Abramor AM, and Julius Msle (Julius or
JM —were the primary famly nenbers involved in the operation of
the Msle dealerships. Henry controlled and operated the
deal ershi ps on the south side of O Street through a corporation
M sl e Chevrolet & Inports, Inc. (Chevrolet), and Abram controll ed
and operated the deal erships on the north side of O Street
t hrough a corporation, Park Place Pontiac-Cadillac-GVC, Inc.
(Park Place). Julius operated other businesses in the Msle
gr oup.

B. The 1986 Reorgani zation

Before 1986, the M sle group operated through various
partnershi ps and corporations, ownership of which varied from
entity to entity. Effective August 14, 1986, the Msle group was
reorgani zed under a unified corporate structure (the
reorgani zation). A new hol di ng conpany, HJA, and several

subsidiary corporations, wholly owned either directly or
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indirectly by HIA, were incorporated in connection with the
reorgani zation. The subsidiary corporations owed the operating
assets used in the Msle group. The prereorganization
partnerships and corporations either were included in the new
corporate structure or were dissolved and |iqui dat ed.

1. Di ssolution of the Msle Brothers Partnership

The M sle Brothers Partnership was one of the partnerships
di ssol ved and liquidated as part of the reorganization. Pursuant
to and in furtherance of the reorganization, Henry, Abram and
Jul ius executed a dissolution of partnership agreenent dated
April 14, 1986. In the dissolution of partnership agreenent,
Henry agreed to assune personal liability for $686, 467 of
i nterconpany | oans owed by the Msle group to Chevrol et and
anot her conpany in the Msle group (the Chevrolet debt).® Henry
al so agreed to hold Abram and Julius harm ess and to i ndemify
themin the event they were ever required to pay any of the
liabilities Henry agreed to assune.

2. The Reor gani zati on Docunents

Vari ous docunents and agreenents, described bel ow, were

entered into contenporaneously with the reorgani zati on.

SAccording to the dissolution of partnership agreenent,
Abram and Julius collectively assunmed personal liability for
$2, 224,942 of interconpany |oans owed to Park Place and ot her
busi nesses in the M sle group.
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a. Commercial Loan Agreenent, FirsTi er Notes,
Security Agreenment, and Rel ated Guaranti es

FirsTier Bank (FirsTier), Chevrolet, BHM Corp. (BHV,® and
Henry and Esther individually executed a commercial |oan
agreenent dated June 30, 1986. In accordance with the comerci al
| oan agreenent, Henry and Esther executed a $600,000 termnote in
their individual capacities payable to FirsTier dated June 30,
1986 (the FirsTier note), and a security agreenment to secure the
FirsTier note. Chevrolet and BHM each executed separate
guaranties of the FirsTier note. During the years at issue, the
FirsTier note was not included as a liability of HIAin HIA' s
books and records.

Chevrol et and BHM executed a separate $756, 708 term note
payable to FirsTier dated June 30, 1986 (the conpanies’ term
note), and a $100, 000 revolving credit note payable to FirsTier
dated June 30, 1986. Chevrolet and BHM each executed a separate
security agreenent to secure the conpanies’ termnote and the

revolving credit note. Henry and Esther each executed an

BHM Cor p. was a whol ly owned subsidiary of Chevrol et that
owned real estate on which Chevrol et operat ed.
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i ndi vi dual guaranty of the conpanies’ termnote and the revol ving
credit note.” The conpanies’ termnote was included as a
corporate liability in HIA s books and records.

b. Escr ow Agr eenent

Cont enporaneously with the comercial |oan agreenent,
Chevrolet, BHV FirsTier, Henry, and Esther® executed an escrow
agreenent in which FirsTier agreed to hold the sumof $750,000 in
escrow (the escrow fund) and to disburse the fund in accordance
with the escrow agreenent.® The escrow fund consisted of
$600, 000 borrowed by Henry and Esther pursuant to the FirsTier
note and anot her $150, 000, the source of which was not descri bed
in the escrow agreenent. The escrow agreenent provided that the

escrow fund woul d be di sbursed upon the execution and transfer of

I'n the ensuing years, the parties to these docunents
execut ed several amendnents to the comrercial |oan agreenent
extendi ng or nodifying the conpanies’ termnote, the revolving
credit note, and/or the FirsTier note (the notes). Al of the
parties to the notes, including Henry, executed each anmendnent
except that Henry did not execute a sixth anendnent to commerci al
| oan agreenent dated Apr. 5, 1995 (the sixth amendnent), and
rel ated docunents.

8Bryan Msle and Laurie Msle, Henry and Esther’s son and
daughter-in-law, also signed the escrow agreenent in their
i ndi vi dual capacities; however, they were not referred to in the
escrow agreenent other than in one clause, which read, *“WHEREAS,
Borrowers [defined earlier in the docunent only as Henry and
Esther] desires [sic] to execute all |oan docunents to be entered
into by hinself, Msle Chevrolet & Inports, Inc. and/or Bryan
Msle”.

°Both the commercial |oan agreenent, dated June 30, 1986,
and the escrow agreenent were executed on Aug. 12, 1986.
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all docunents in accordance with an agreenent for contribution of
assets, dated Septenber 17, 1985, which was not made part of the
record in this case.

The source of the additional $150,000 deposited into the
escrow account was Henry’s son, Bryan Msle (Bryan or BM. Bryan
refinanced some personal real estate to obtain the remaining
$150, 000 needed to conplete the funding of the escrow. On
several occasions, both Henry and Bryan characterized the
$150, 000 transfer as a loan.?

3. Omership of HIA Foll owi ng the Reorgani zati on

Upon conpl etion of the reorgani zati on, Henry, Abram and
Julius each owned 10, 000 shares of HJA conmobn stock, representing
a one-third owership interest in HA

C. Henry's Sale of His HIA Stock

1. HIA's Option To Acquire Henry's Stock Under Excl usive
Opti on Agr eenent

On March 15, 1990, HJA, Henry, Abram Julius, and Bryan
entered into an exclusive option agreenent (EQA) pursuant to

whi ch Henry, in consideration for the paynent of $300, 000 (the

©I'n this litigation, Henry clainmed that Bryan purchased
some of Henry's HJA stock for $150,000 in 1990 and offered into
evi dence a stock certificate in support of his claim Al though
we admtted the stock certificate into evidence, petitioners
failed to prove that it was a valid stock certificate or that it
represented a genui ne and conpl eted sal e.
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option price), granted HJA the option to purchase Henry's stock
in HIA for $1,030,000. The option price was to be paid as
fol |l ows:
(1) The sum of Forty-Ei ght Thousand Si x
Hundred Fifty-Three and 62/100 Dol | ars
(%948, 653.62), already received by HMprior to
execution of this Agreenent;
(1i) The sum of One Hundred Seventy-Five
Thousand Three Hundred Forty-Si x and 38/ 100
(%175, 346.38) at the time of the nutual
execution and delivery of this Agreenent;
(ti1) Transfer and relinqui shnment by AM
and JMof all of their right, title and
interest in and to the securities currently
in the possession of HM val ued at
approxi mately Seventy-Si x Thousand Dol | ars
($76, 000. 00) .

Pursuant to the EOA, HJA transferred funds and assets with
an aggregate val ue of $286,411' to Henry for the option to
purchase his stock. The parties agree that $136,411 of this
anount was investnment inconme to Henry in 1990. The tax treatnent
of the remaining $150,000 is at issue in this case.

The EOA required that Henry' s HJA stock be placed in escrow
until the option to purchase Henry' s stock was exercised and the
sale closed. The EOA, however, gave Abram and Julius effective

control over Henry's HJA stock beginning in March 1990.

1The parties agree that the anmount actually paid was
$286, 411, despite language in the EOA stating that the aggregate
option price was $300,000. The parties also agree that the
entire paynent is taxable in 1990. The only issue regarding the
option paynment is to whomthe disputed bal ance of $150,000 is
t axed.
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2. The Restrictive Covenant

On the condition that HIJA pay the option price to Henry as
requi red by the EOA, Henry agreed to be bound by a restrictive
covenant cl ause, which provided that Henry nust not engage in
conpetition directly or indirectly with HJA, Abram Julius,
Chevrolet, or Park Place for 5 years commencing on April 1, 1990
(covenant not to conpete).!? In consideration for the covenant
not to conpete and as an inducenent for Henry to enter into the
EOA, HIJA agreed to conpensate Henry as foll ows:

HJA shall pay to HMthe sumof Two MIIlion Eight

Hundred Fifty-Two Thousand Dol | ars ($2, 852, 000. 00),

payabl e in one hundred twenty (120) equal consecutive

monthly installments of Twenty-Three Thousand Seven

Hundred Si xty-Six and 67/100 Dol |l ars ($23, 766.67) each,

such paynents to conpensate HM for his agreenent not to

conpete, as herein provided.

3. Rel at ed Agr eenents

In order to coordinate the covenant not to conpete paynents
HJA owed to Henry with the paynents Henry owed on the FirsTier
note and the Chevrol et debt, the parties to the EOA entered into
two additional agreenents. First, HIA Henry, Abram and Julius
entered into a side letter agreenent dated March 15, 1990 (the
side letter agreenent). The side |letter agreenent provided for
the establishnment of a “sweep account” at National Bank of

Commerce (NBC), into which the covenant not to conpete paynents

12The parties have stipulated that the covenant not to
conpete is a | egal and enforceabl e covenant under Nebraska | aw.
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were to be deposited.®® Second, HIJA NBC, Henry, Abram and
Julius entered into an agreenent dated August 27, 1990 (the sweep
account agreenent), which established the sweep account agreed
upon in the side letter agreenment. The sweep account agreenent
required HJA to deposit the covenant not to conpete paynents
(%23, 767 per nmonth for 120 nonths) into the sweep account. It
al so required NBC to nmake specified di sbursenents of those
deposi ted funds, including $7,999 per nonth to FirsTier and
$6, 393 per nonth to Chevrolet “until the obligation of HMis
fully paid’. The remainder of the sweep account funds was to
be paid to Henry and to the appropriate Federal, State, and city
i ncone tax agencies to satisfy Henry's tax obligations resulting
fromthe purchase of his stock and the covenant not to conpete
paynents.

4. The Sweep Account Paynents

Pursuant to the EOA and the side |letter agreenent, HJA paid
the option price to Henry and began to deposit the covenant not

to conpete paynents into the sweep account. HIJA continued to

BHenry and Esther attached the side |letter agreement to
their 1992 Federal inconme tax return.

¥The nonthly paynment to FirsTier under the sweep account
agreenent equal ed the nonthly paynent required by the FirsTier
note signed by Henry and Esther in their individual capacities,
as nodified by the Apr. 5, 1990, termnote. The nonthly paynent
to Chevrol et under the sweep account agreenent equal ed the
nmont hl y paynment Henry was required to nmake on the Chevrol et debt.
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deposit the paynents until January 1991 when a di spute arose
anong the parties to the sale.

5. HIA' s Exercise of the Option To Purchase Henry's Stock

Under the EQA, if HIJA exercised its option, HJA was entitled
to purchase Henry's 10, 000 shares of HJA stock!® for the sum of
$1, 030, 000, payable in installnents as provided in the EOA. HIA
exercised its option to purchase Henry' s stock on or about
January 11, 1991.

6. The Baird, Kurtz Letter

Baird, Kurtz, & Dobson (Baird, Kurtz), the accounting firm
for HJIA and rel ated conpani es for 25 years, was also Henry and
Est her’s personal accounting firmuntil 1990 and prepared their
tax returns for the tax years up to and including 1989. By
letter dated April 10, 1990, Baird, Kurtz wote to Henry to
explain the tax consequences of paynents to be made pursuant to
the EOA (the Baird, Kurtz letter).'® The Baird, Kurtz letter
advi sed, anong other things, that, for tax purposes, (1) paynents
received fromHJA for Henry’'s stock under the EOA woul d be

treated as proceeds fromthe sale of a capital asset, and the

Bryan did not assert any ownership interest in Henry's HIA
stock in connection with the EQA

The letter was witten by Robert K Miehling, partner-in-
charge of Baird, Kurtz, who knew Henry’'s financial situation.
Henry clainms that he never received this letter, although a copy
of the letter was attached to Henry and Esther’s 1992 i ncone tax
return.
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resulting capital gain would be recognized using the install nent
sal e nethod of accounting, and (2) the covenant not to conpete
paynents nade under the EOA, at $23,767 per nonth, would be taxed
as ordinary incone to Henry in the year received. The Baird,
Kurtz letter also stated with respect to the $150, 000 from Bryan
used to fund the escrow account that “It is our understanding
that you [Henry] owe Bryan $150, 000, which will be repaid in
1990. Any additional anmounts transferred to him|[Bryan] would
constitute gifts”. Baird, Kurtz attached a schedule to its
letter entitled “CASH FLOW PRQJIECTI ONS- —HENRY M SLE” whi ch
assuned, anong other things, that Henry' s debts to Chevrol et and
FirsTier would remain intact and woul d be anortized over 10 years
and that Bryan would receive $150,000 fromHenry in 1990 as
repaynent of Bryan’s | oan.

D. State Litigation

In January 1991, disputes arose anong HJA, Henry, Abram and
Julius relating to the EOA. Sonetine before January 21, 1991
HJA st opped naki ng paynents into the sweep account under the EQA
On January 21, 1991, Henry and Bryan filed a lawsuit in the
District Court of Lancaster County, Nebraska, against HIA
Abram ! and Julius, alleging breach of the EOA (the State
l[itigation). The defendants counterclai ned, alleging

m srepresentation and a breach of covenants nade by Henry in the

YDuring the course of the State litigation, Abramdi ed and
his estate was substituted as a party.
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ECA. The primary issues in the State litigation were: (1)
Whet her the defendants breached the EQA by di scontinui ng paynents
into the sweep account, (2) whether the plaintiffs nade
m srepresentati ons when executing the EQGA, and (3) whether Henry
breached the covenant not to conpete provision of the EOA

The State litigation was tried fromJuly 29 through August
1, 1996. Following the trial, a nodified nmenorandum opi ni on and
judgnent (nodified judgnent), dated January 3, 1997, was entered
by the State court in which the court held, anong other things,
that (1) the covenant not to conpete was valid and enforceabl e,
(2) Henry did not violate the covenant not to conpete, and (3)
HJA was obligated to conplete the paynment obligations under the
covenant not to conpete. The nodified judgnent was not appeal ed
by any of the litigants.

Pendi ng resolution of the State litigation, HJA continued to
make paynments directly on the FirsTier note and the Chevrol et
debt. On Decenber 29, 1997, the State court entered a journal
entry pursuant to notions, filed by the defendants HIJA and Abram
for an order nunc pro tunc and for partial satisfaction of
judgnent. The journal entry provided that HIA was entitled to a
credit against the covenant not to conpete paynents for certain
paynments nmade by HJA on the FirsTier note and the Chevrol et debt.
The journal entry stated, in part:

| T I' S THEREFORE CRDERED and DECREED as fol | ows:



* * * * * * *

2. That Defendants’ Modtion for Parti al
Satisfaction of Judgnment for paynents nmade to First
Bank [FirsTier] and Park Place Chevrol et [Chevrolet] by
Def endants from and after August 1, 1996 is granted
wi th Defendant to be given credit on the Mdified
Judgnment for the sum of $216, 165. 31 representing
paynments from Septenber 1, 1996 through Decenber 17
1997 of $216, 165. 31.

* * * * * * *

4. To settle and resolve certain conflicts which
have arisen in regards to the anount payabl e pursuant
to the * * * Modified Judgnent, the Parties, in open
Court, have indicated their agreement to the foll ow ng:

* * * * * * *

(b) The note of First Bank (f/k/a FirsTier
Bank), referenced in the “side letter
agreenent,” dated March 15, 1990, to
whi ch Henry M sl e was an accommmodati ng
Party, has been paid by the Defendants,
in full, without Henry Msle' s know edge
or cooperation and the Defendants are
due a credit on the Mdified Judgnent

* * k-
’

(c) Between the dates of January 1 and
January 8, 1998, the Defendants wil|
cause to be retired the Park Pl ace
Chevrol et note, [Chevrol et debt]
referenced in the “side letter
agreenent,” which will satisfy said
i ndebt edness of Henry M sle conpletely
and the Defendants will be given a
credit on the Mddified Judgnent * * *;

E. HJA' s Paynents to or for the Benefit of Henry

During the years in issue, HJA made covenant not to conpete
paynments to Henry or for his benefit in the foll ow ng anounts:

Year Covenant not to conpete paynents?




1990 $213, 900
1991 182, 088
1992 164, 447
1993 176, 5032
1994 165, 003
1995 166, 410
1996 167, 817

The parties stipulated the anpbunts that HJA paid under the
covenant not to conpete, and those anounts are sunmari zed here.
The amounts listed for 1991, 1995, and 1996 differ fromthe
anmounts shown on the relevant Forns 1099 and in the letters of
expl anation. The anmobunts shown for 1994, 1995, and 1996 were
paid by HJA and deducted, but respondent has not yet disall owed
t hose deducti ons.

2l n 1993, HJA nmade paynents directly to FirsTier and
Chevrolet in the anbunt of $165,003. HJA also nade a direct
paynent to Henry in the anount of $3,000 and credited it as a
covenant not to conpete paynent. In 1993, Chevrolet nade an
$8, 500 paynent on personal insurance for Henry and credited the
paynment as a covenant not to conpete paynent.

Part of the covenant not to conpete paynents was applied to the
Chevrol et debt and the FirsTier note, either through the sweep

account or directly, as follows:

Year Chevrol et debt FirsTier note Tot al

1990 $38, 361 $31, 998 $70, 359
1991 6, 394 7,999 14, 393
1992 76, 721 87,726 164, 447
1993 76, 722 88, 281 165, 003
1994 76, 721 88, 282 165, 003
1995 76, 722 89, 688 166, 410

1996 76, 721 91, 096 167, 817



- 19 -
Part of the covenant not to conpete paynents ($17,000 in 1990
and $65,192 in 1991) was di sbursed fromthe sweep account for
ot her purposes. The parties agree that these anounts were
ordinary incone to Henry and Esther and deductible by HIA

F. Tax Treatnent of Covenant Not To Conpete Paynents

For each taxable year 1990 t hrough 1996, inclusive, HIA
i ssued a Form 1099 and sent a letter of explanation to Henry that
showed t he anobunt of covenant not to conpete paynents made to
Henry or for his benefit in that year. In 1990, Henry and Est her
reported $161, 036 of the $213,900 of the covenant not to conpete
paynents as ordinary incone.! Henry and Esther did not include
any ot her covenant not to conpete paynents in inconme for any of
the years at issue.

Henry and Esther clainmed interest expense deductions on
their joint individual Federal incone tax returns for interest

paynments made on the Chevrol et debt as foll ows:

Year | nt erest deducti on
1989 Unknown
1990 $43, 440

8The parties agree that Henry is entitled to deduct, as an
item zed deduction, the trustee fee of $500 paid in 1990 fromthe
sweep account.

The parties have agreed that the remai nder of the 1990
convenant not to conpete paynents, which was not disbursed to
Henry until 1991, was ordinary incone to Henry in 1991.
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Henry and Esther clainmed interest expense deductions on their
joint individual Federal incone tax returns for paynents nade on

the FirsTier note as foll ows:

Year Anpunt of deduction
1986 Unknown
1987 $64, 199
1988 $57, 987
1989 Unknown
1990 $72, 540

Henry and Esther did not claiminterest deductions on the
FirsTier note or the Chevrol et debt after 1990; however, they did
continue to carry over their unused interest deductions from 1990
until at |east 1996.

G Del i nquent Returns of Henry and Esther

Henry and Esther filed their 1989, 1990, 1992, 1994, and
1996 Forms 1040, U.S. Individual Incone Tax Return, late. As
part of their 1992 tax return, Henry and Esther filed a Form
8275, Disclosure Statenment, with attachnents. Henry and Esther’s
1996 return al so contai ned a disclosure statenent, but the
statenent was not nmade on Form 8275.

Henry failed to file an individual incone tax return for
1995.

H. Noti ces of Deficiency

Respondent exam ned Henry and Esther’s 1990, 1991, 1992,
1993, and 1994 tax returns and prepared an “Individual |Inconme Tax

Return Substitute for Return” for Henry with filing status
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“Married Filing Separate” for 1995. On April 9, 1997, respondent
mai | ed Henry and Esther a notice of deficiency for 1989, 1990,
1991, 1992, and 1993. On August 28, 1998, respondent nuail ed
Henry and Esther a notice of deficiency for 1994 and 1996. On
August 28, 1998, respondent also nailed Henry a notice of
deficiency for 1995. 1In the notices, respondent determ ned that
the covenant not to conpete paynents were incone to Henry. In
the notice of deficiency for 1990, respondent al so determ ned
that Henry must report as inconme the remaining $150, 000 of the
option price transferred by Henry to Bryan.

Respondent al so exam ned HJA's 1990, 1991, 1992, and 1993
tax years. After examining HIA's 1990 return, respondent
proposed increasing HIA s taxable incone, but the adjustnent did
not result in a deficiency because HJA had net operating | osses
t hat absorbed the additional inconme. For that reason, respondent
did not determ ne an incone tax deficiency for 1990 with respect
to HIA

On August 28, 1997, respondent issued a notice of deficiency
to HJIA for tax years 1991, 1992, and 1993, in which he disall owed
HJA s deductions for the covenant not to conpete paynents. 1In so
doi ng, respondent has taken inconsistent positions with respect
to Henry and Esther, on the one hand, and HJA, on the other, in

order to avoid the possibility of a whipsaw.
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OPI NI ON

|. VWhether Paynents Made by HJA in Connection Wth an Option and
St ock Purchase Agreenent, VWhich Were Applied to the FirsTier Note
and the Chevrolet Debt, Are Taxable to Henry and Esther as
Odinary I nconme and Deductible by HIA, Inc., & Subsidiaries

A. The Parties’ Argunents

Henry and Esther contend, in effect, that any paynents made
by HJA on the FirsTier note and the Chevrol et debt, either
directly or through the sweep account, did not result in taxable
income to them because the paynents did not qualify as covenant
not to conpete paynents, nor did the paynents relieve them of any
primary liability under the FirsTier note and the Chevrol et debt.
Rat her, Henry and Esther contend that the paynents were nmade by
HJA to pay down HIA's own liabilities as to which Henry and/or
Est her were only accommodation parties. HIJA disagrees, claimng
that Henry and Esther were primary obligors as to the FirsTier
note and that Henry was the prinmary obligor as to the Chevrol et
debt; thus, paynents nmade to FirsTier and Chevrolet by HJA from
1990 through 1996 are ordinary incone to Henry and Esther and

deducti bl e by HIA 20

2%Respondent did not present an argunent as to this issue
and nmakes no assunptions as to Henry and Esther’s status in
relation to the | oans. Respondent concedes that if we hold that
Henry and Esther are the primary obligors on the FirsTier note
and the Chevrolet debt, then HIAis entitled to a full deduction
for the paynents that were applied to those liabilities, and
Henry and Esther mnust include the paynments as ordinary incone on
their tax returns. Alternatively, respondent concedes that if
Henry and Esther are determ ned to be accomnmodation parties on
(continued. . .)
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Wth respect to the FirsTier note, Henry and Esther contend
t hat paynents made by HIJA are not includable in their taxable
i ncone because: (1) A Nebraska State court already has held that
Henry was nerely an acconmodation party on the FirsTier note and,
therefore, the doctrine of collateral estoppel requires that this
Court find he was not a primary obligor with respect to that
debt, and (2) even if the doctrine of collateral estoppel does
not apply, Henry was not the primary obligor on the FirsTier
| oan, and, therefore, he was not required to recognize inconme
when the | oan was repai d.

Wth respect to the Chevrol et debt, Henry and Esther argue
that Henry was not the prinmary obligor because (1) the Chevrol et
debt consisted of interconpany debts owed to Chevrol et by other
conpanies in the Msle group; (2) when HJA the successor parent
corporation in the 1986 reorgani zation, paid off the Chevrol et
debt, it was paying off its own debt, not Henry' s debt; and (3)
since Henry was not the primary obligor on the Chevrol et debt,
HIA s repaynent of that debt did not relieve Henry of any

personal liability. Henry also argues that he did not receive

20(. .. continued)
the FirsTier note and the Chevrol et debt, then HIAis entitled to
a deduction only for the total anount of the covenant not to
conpete paynents | ess the paynents on the FirsTier note and the
Chevrol et debt (with adjustnments in related interest inconme and
i nterest expense), and Henry and Esther nust report a
correspondi ng anount as ordinary incone on their tax returns.
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any of the interconpany |oan noney personally; rather, the noney
was borrowed to finance ongoi ng corporate operations.

B. Col | ateral Estoppel Argunent

Henry and Esther base their coll ateral estoppel argunent
solely on language in the State court journal entry, which stated
in part:

4. To settle and resolve certain conflicts
whi ch have arisen in regards to the anount payabl e
pursuant to the * * * Modified Judgnent, the
Parties, in open Court, have indicated their
agreenent to the foll ow ng:

* * * * * * *

(b) The note of First Bank (f/k/a
FirsTier Bank), referenced in
the “side letter agreenent,”
dated March 15, 1990, to which
Henry Msle was an
accommodating Party, has been
paid by the Defendants, in
full, * * * [ Enphasi s added].

HJA responds that collateral estoppel cannot be applied against
it because the issue of whether Henry was an acconmmodati on party
was never litigated in the State litigation, and a final and
bi ndi ng judgnment was not entered on the nerits with respect to
t hat i ssue.

The doctrine of collateral estoppel applies to Federal

i ncone tax cases. See United States v. International Bldg. Co.,

345 U. S. 502, 505 (1953); Conm ssioner v. Sunnen, 333 U S. 591,

598 (1948). “Under coll ateral estoppel, once an issue is

actually and necessarily determ ned by a court of conpetent
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jurisdiction, that determnation is conclusive in subsequent
suits based on a different cause of action involving a party to

the prior litigation.” Mntana v. United States, 440 U. S. 147,

153 (1979).

In cases raising an issue concerning the preclusive effect
of prior State court litigation on subsequent Federal litigation,
the application of preclusion doctrines such as res judicata
(sonmetines referred to as claimpreclusion) and coll ateral
estoppel (sonetines referred to as issue preclusion) is required
by the Full Faith and Credit Act, 28 U S. C. sec. 1738 (1994),
whi ch provides, in pertinent part, that “judicial proceedi ngs of
any court of any such State * * *, * * * shall have the sane
full faith and credit in every court within the United States and
its Territories and Possessions as they have by | aw or usage in

the courts of such State”. See Mgra v. Warren City School Dist.

Bd. of Educ., 465 U. S. 75, 81 (1984); see also Allen v. MCurry,

449 U. S. 90, 96 (1980) (“Congress has specifically required al
Federal courts to give preclusive effect to state-court judgnents
whenever the courts of the State fromwhich the judgnents energed
woul d do so”).

In this case, the State litigation occurred in Nebraska. W
must apply Nebraska law in determ ning whether the State
[itigation nust be given preclusive effect in this case. See

Magra v. Warren City School Dist. Bd. of Educ., supra at 81.
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Under Nebraska law, there are four requirenents for the
doctrine of collateral estoppel to apply: (1) The identical
i ssue nmust have been decided in a prior action, (2) a final
j udgnment nust have been rendered on the nerits, (3) the party
agai nst whomthe rule is applied nust have been a party or in
privity with a party to the prior action, and (4) there nust have
been an opportunity to litigate the issue fully and fairly in the

prior action. See Stewart v. Hechtman, 581 N.W2d 416, 418-419

(Neb. 1998); Cunninghamyv. Prinme Mover, Inc., 567 NwW2d 178, 181

(Neb. 1997).
Wth respect to the third requirenent, there is no dispute

that HIA was a party to the State litigation. See Cunni nghamv.

Prine Mover, Inc., supra at 181 (as to status of parties, only

requirenent is that party against whomrule is being applied was
party or in privity with party to prior action). There is
consi der abl e di sagreenent, however, regarding the remaining
requirenents.

In order for collateral estoppel to apply under Nebraska
| aw, the identical issue nust have been litigated in the prior
action. An issue is considered “identical” in the absence of a

significant factual change. See Stewart v. Hechtnman, supra at

419. Henry' s liability under the FirsTier note was not an issue
in the State litigation. The only issues raised in that

litigation related to the enforceability, breach, and validity of
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the EOA and the covenant not to conpete clause therein. |I|ndeed,
inits nodified judgnent the State court did not even address
whet her Henry was an accompdation party as to the FirsTier
note--the only reference to Henry's status as an acconmodati on
party was in the postjudgnent journal entry. |In this case, the
i ssue we nust decide is whether Henry and Esther are the primary
obligors on the FirsTier note. The issues are not identical;
thus, the first requirement is not net.

The remaining two requirements for collateral estoppel to

apply also are not net in this case. In United States V.

International Bldg. Co., supra at 506, the Suprene Court held

t hat

A judgnent entered with the consent of the parties may

i nvol ve a determ nation of questions of fact and | aw by

the court. But unless a showng is made that that was

the case, the judgnment has no greater dignity, so far

as collateral estoppel is concerned, than any judgnment

entered only as a conprom se of the parties.
In this case, the State court did not enter a judgnent regarding
whet her Henry and Esther were primary obligors or accommodati on
parties with respect to the FirsTier note. Rather, it sinply
made a journal entry that referred to Henry as an “accommodati ng
Party” in connection with a settlenent of “certain conflicts
whi ch have arisen in regards to the anmount payabl e pursuant to
* * * the Modified Judgnent”. Henry and Esther made no show ng

what soever as to the nature of the journal entry or that it

enbodi ed determ nations of fact and |aw by the State court.
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Moreover, on the record before us, we cannot conclude that HIA
litigated or had a full and fair opportunity to litigate the
i ssue of whether Henry and Esther were acconmodati on parties
rather than primary obligors on the FirsTier note.

We hold that the doctrine of collateral estoppel does not
preclude HIA fromlitigating the issue of whether Henry was an
accommodation party on the FirsTier note.

C. Accomodation Party Status Under Nebraska Law

Before 1992, Nebraska | aw defined “acconmobdati on party” as
“one who signs the instrunent in any capacity for the purpose of
| ending his nane to another party to it.” Neb. Rev. Stat. U C C
sec. 3-415(1) (Reissue 1980). In 1991, Neb. Rev. Stat. U C C
sec. 3-415 was revised and renunbered as Neb. Rev. Stat. U. C. C
sec. 3-419 (Reissue 1992). Neb. Rev. Stat. U C. C. sec. 3-419(a)
defines instrunents signed for accommobdati on as foll ows:

|f an instrument is issued for value given for the

benefit of a party to the instrunent (“acconmodated

party”) and another party to the instrunent

(“accommodation party”) signs the instrunent for the

purpose of incurring liability on the instrunent

W t hout being a direct beneficiary of the value given
for the instrunent, the instrunment is signed by the

accommodation party “for accommodation”. [Enphasis
added. ]
The term “instrunment” nmeans a “negotiable instrunent.” See Neb.

Rev. Stat. U C C. sec. 3-104(b) (Reissue 1992).
The intent of the parties determ nes whether a party is an

accommodation party or the principal obligor of an instrunent.
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See Ashl and State Bank v. El khorn Racquetball, Inc., 520 N W 2d

189, 194 (Neb. 1994); Marvin E. Jewell & Co. v. Thomas, 434

N. W2d 532, 534 (Neb. 1989). A party claimng acconmodati on
party status under Nebraska |aw bears the burden of proving its

right to that status. See Rule 142(a); Marvin E. Jewell & Co. v.

Thomas, supra at 536

1. Fi rsTier Note

Neb. Rev. Stat. U C C section 3-419(a) and its predecessor
require that both the accommpdated party and the accompdati on
party be parties to the instrunment. W are aware of no cases
t hat have hel d ot herw se

The Court of Appeals for the Eighth Grcuit, to which an
appeal in this case would lie, has addressed specifically the

el ements necessary to qualify as an accommobdati on party under

former Neb. Rev. Stat. section 3-415(1). See Pioneer Ins. Co. V.

Gelt, 558 F.2d 1303, 1310-1311 (8th Cr. 1977). In Pioneer Ins.

Co., suit was instituted by Pioneer |nsurance Co. (Pioneer)
against Harry Gelt to recover on a prom ssory note. At the
request of a personal friend, Roger Sack, Gelt agreed to act as
t he ostensi bl e buyer of an investnent corporation so that Sack
could avoid having to obtain the Securities and Exchange

Comm ssion’s approval of the purchase. Sack assured Celt that
Gelt would be held harm ess in connection with the overal

transaction and that he would not be exposed to any financi al
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risk. Gelt executed certain prom ssory notes at closing, which
were renewed | ater. Sack was not a party to the notes. The

hol der of the notes subsequently sued CGelt to recover the unpaid
bal ance. Gelt contended he was an accommobdati on maker of the
notes and, for that reason, was not |liable to Pioneer on the
renewal note.

The Court of Appeals for the Eighth Grcuit found that both
the original note and the renewal note were executed by Gelt, as
maker, and the respective payees. There were no other parties to
the instrunents. The court held that Gelt was not an
accommodati on party under Nebraska | aw because he “did not ‘lend
his name’ to any other parties to the instrunment”. 1d. at 1311
The court noted that “While there is no doubt that Gelt executed
the instrunents as an accommodation to Sack, that did not nake
hi man ‘accommodation party’ within the neaning of [Neb. Rev.
Stat. U C C sec.] 3-415(1) and (5).” 1d.

In this case, Henry and Esther were the only obligors under
the FirsTier note and the first five extensions or nodifications
of that note. This fact is consistent with other evidence in the
record that overwhel mngly establishes the parties intended for
Henry and Esther to be the primary obligors on the FirsTier note.

See Ashl and State Bank v. El khorn Racquetball, Inc., supra at

194; Marvin E. Jewell & Co. v. Thomms, supra at 534.
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Accordingly, we hold that Henry and Esther were the primary
obligors on the FirsTier note and that the paynents nade by HIA
on the FirsTier note were taxable as ordinary incone to Henry and
Esther in the years determ ned by respondent and were deducti bl e
by HJA

2. Chevrol et Debt

Whet her Henry was an accommodation party with respect to the
Chevrol et debt depends, in the first instance, on whether the
di ssolution of partnership agreenent qualifies as a negotiable
i nstrunment under Nebraska |law. See Neb. Rev. Stat. U C C sec.
3-104(b), which defines the term“instrunent” used in Neb. Rev.
Stat. U C C. sec. 3-419(a) to nean “negotiable instrunent.”

Neb. Rev. Stat. U C C section 3-104(a) provides that an
instrunment is negotiable if the follow ng requirenents are net:
(1) The prom se or order nust be unconditional; (2) the amount of
nmoney nust be “a fixed amount of noney, with or w thout interest
or other charges described in the prom se or order”; (3) the
prom se or order nust be “payable to bearer or to order”; (4) the
prom se or order nust be payable “on demand or at a definite
tinme”; and (5) the prom se or order nust not state “any other
undertaking or instruction by the person prom sing or ordering
paynment to do any act in addition to the paynment of noney”, with

exceptions that do not apply in this case.
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The pertinent provision of the dissolution of partnership

agreenent stated:
1. Henry hereby agrees to take in ful

satisfaction of his partnership interest in Msle

Brothers Partnership the assets listed under his nane

on Exhibit A * * * and to assune the liabilities

listed on such schedule, which total $686,467. It is

under stood that the $638,186 of liability listed as

i nter-conpany | oans are payable to M sle Chevrol et

Conpany in the anobunt of $592,659 and to Novo | nports,

Inc. in the amount of $45,527. Henry further agrees to

hol d harm ess Abram and Julius and to indemify themin

the event they shall ever be required to pay any of the

liabilities he has agreed hereunder to assune.
This provision fails to satisfy the requirenents for a negotiable
instrunment since it did not create a debt payable to bearer or
order, and the anpbunts Henry assuned were not payable “on demand
or at a definite tine”. The dissolution of partnership agreenent
is exactly what it purported to be and nothing nore. It was an
agreenent to dissolve the Msle Brothers Partnership, wherein
Henry agreed to assune outstanding interconpany liabilities. It

was not an unconditional prom se or order to pay a fixed sum of

money. See Ford Mdotor Credit Co. v. Al WAys, Inc., 546 N W2d
807, 810 (Neb. 1996). Therefore, the dissolution of partnership
agreenent does not neet the requirenents of a “negotiable
instrument” under Neb. Rev. Stat. U C.C. section 3-104.

Since the liability that Henry assunmed for the Chevrol et
debt did not arise froma negotiable instrunment under Nebraska
law, Henry was not an accommodation party with respect to the

Chevrol et debt. W hold that Henry was the primary obligor on
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the Chevrol et debt and that the paynents nade by HJA on the
Chevrol et debt were taxable as ordinary incone to Henry in the
years determ ned by respondent and were deducti ble by HIA

D. Alternative Argunents

Rel yi ng upon Landreth v. Comm ssioner, 50 T.C. 803 (1968),

Henry and Esther argue that whether a person is a primary obligor
or an accommodation party depends on whet her the person, because
of the loan, “receives a nontaxable increase in assets” at the

time of the distribution of the | oan proceeds. Henry and Est her

also cite Payne v. Conmi ssioner, T.C. Menp. 1998-227, revd. on

ot her grounds 224 F.3d 415 (5th GCr. 2000), and Wiitner v.

Comm ssioner, T.C Menp. 1996-83, in support of their argunent

that “the repaynent of debt that one--as a guarantor or other
contingent liability debtor-—-did not receive the actual benefit
of is not taxable inconme to the non-benefitting contingent
liability debtor.” Henry and Esther’s argunent based on these
cases is mspl aced.

Qur decisions in Landreth v. Conm ssioner, supra, Payne v.

Conmi ssi oner, supra, and Wiitnmer v. Conm ssioner, supra, are

di stinguishable. 1In Landreth, Payne, and Whitner, the taxpayers

were guarantors, not primary obligors. Because the taxpayer in
each case was a guarantor, we held that the taxpayer did not
recei ve di scharge of indebtedness income when the liabilities he

had guaranteed were di scharged.
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Since Henry and Esther were not guarantors of the |oans at

issue in this case, their reliance on Landreth, Payne, and

Wi t rer does not help them

1. Whether Henry May Reduce the Gross Anount of the Option
Price Paid to Hmor for H s Benefit Pursuant to the Option and
St ock Purchase Agreenent by $150, 000, the Amount Al | egedly Owed
and Paid to Bryan

The cl ear | anguage of the EQA indicates that “In
consideration of the grant of the Option by HMto HIA, HIJA shal
pay to HMthe sumof * * * ($300,000.00)”. Indeed, there is no
di spute that Henry received $286,411 in 1990 for the option. The
only dispute is whether Henry may exclude fromhis 1990 taxable
i ncone $150, 000 of the $286, 411 option paynent.

Henry and Esther claimin this case that the remaining
$150, 000 of the option paynent was owed to Bryan for HJA stock
that Bryan acquired in 1990 from Henry. Respondent di sagrees,
claimng that the full anmount of the option price nust be
reported by Henry as investnent incone on his 1990 Federal incone
tax return. W agree with respondent.

The record overwhel m ngly supports respondent’s position
that Henry received the $150,000 as part of the consideration
paid by HIA for the option to purchase Henry' s stock under the
EOQA and that the subsequent paynent by Henry to Bryan of a
portion of that consideration was a | oan repaynent to Bryan.

When the EQOA giving HJIA an exclusive option to purchase all of

Henry’ s 10, 000 shares of HIJA's stock was executed, Bryan, a party
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to the EOA, did not assert any ownership interest in HJA. Bryan
testified that at the tine the EOA was executed, both he and
Henry took the position that Bryan did not own any HJA stock. By
their signatures on the EOA, Henry and Bryan specifically
warranted that Henry was the sole owner of 10,000 shares of HIA
stock. There was no statenent anywhere in the EQCA that Bryan
owned any interest in HJA or that Bryan was entitled to receive
any part of the option paynent. To the extent that Bryan had any
interest in the Msle group, those interests were addressed
specifically in the EQA. For exanple, the EOA contai ned
provisions with respect to Bryan’s ownership interest in BHM the
all ocation of fringe benefits to Bryan in consideration for his
conpliance with the terns of the EOQOA, and the return of funds in
a conpany bank account belonging to Bryan. Lastly, Sheryl

Matt hes, the controller of HJA since 1990, testified there were
no entries in HIA's books indicating Bryan ever owned stock in
HJA, the only entries relative to HIA's stock ownership were the
three original entries indicating that Henry, Abram and Julius
owned 10, 000 shares of HJA stock each. Accordingly, we sustain
respondent’ s determ nation.

[11. Whether Henry and Esther are Liable for Accuracy-Rel ated
Penalties for Tax Years 1989 Through 1994 and 1996 Under Secti on

6662(a)

Respondent determ ned that Henry and Esther are |liable for

accuracy-rel ated penalties under section 6662(a) and (b)(2) (for
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substantial understatenent) for each of the years 1989 through
1994 and 1996. Alternatively, with respect to the years 1989

t hrough 1994, respondent determ ned that petitioners are |liable
for accuracy-rel ated penalties under section 6662(a) and (b)(1)
(for negligence).

Section 6662(a) and (b)(2) inposes a penalty equal to 20
percent of the portion of an underpaynment of incone tax
attributable to any substantial understatenent of tax. A
substanti al understatenent occurs when the anount of the
under st at ement exceeds the greater of 10 percent of the anmount of
tax required to be shown on the return or $5,000 ($10, 000 for
corporations). See sec. 6662(d)(1). The anmpbunt of an
under st atenent on which the penalty is inposed will be reduced by
the portion of the understatenent that is attributable to the tax
treatnent of an item (1) that was supported by “substanti al
authority” or (2) for which the relevant facts were “adequately
disclosed in the return or in a statement attached to the
return”. See sec. 6662(d)(2)(B).? Additionally, no penalty
will be inposed with respect to any portion of an underpaynent if
it is shown that there was reasonabl e cause for such portion and
the taxpayer acted in good faith with respect to such portion.

See sec. 6664(c)(1).

2lFor 1993 and |l ater years, adequate disclosure nust be
coupled with “a reasonable basis for the tax treatnent”. See
sec. 6662(d)(2)(B)(ii).
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Substantial authority exists when the weight of authority
supporting the treatnent of an itemis substantial as conpared to
the weight of authority for the contrary treatnent. See sec.
1.6662-4(d)(3)(i), Income Tax Regs. In determ ning whether there
is substantial authority, all authorities relevant to the tax
treatment of an item including those authorities pointing to a
contrary result, are taken into account. See id. For this
pur pose, authorities include statutory and regul atory provisions,
| egislative history, admnistrative interpretations by the
Conmi ssi oner, and court decisions, but not conclusions reached in

treatises or legal periodicals. See Booth v. Conmm ssioner, 108

T.C. 524, 578 (1997); sec. 1.6662-4(d)(3)(iii), Income Tax Regs.
Adequat e di sclosure for purposes of section 6662 is made in

one of two ways. A disclosure is adequate either if the

di scl osure is made on a properly conpleted formattached to the

t axpayer’s return, see sec. 1.6662-4(f)(1), Incone Tax Regs., or

if the disclosure is permtted by annual revenue procedure to be

made on the tax return itself and is made in accordance with the

applicable forns and instructions, see sec. 1.6662-4(f)(2),

| ncone Tax Regs. |If the annual revenue procedure does not permt

the disclosure of an itemon the face of the return, disclosure

is adequate only if the disclosure is nade on a properly

conpl eted Form 8275, Disclosure Statenent, or Form 8275-R,

Regul ation Disclosure Statenent, attached to the taxpayer’s
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return for the year the disclosure applies. See id. Disclosure
of a recurring itemmnmust be made for each year in which the item
is taken into account. See id.

In the notices of deficiency for 1989 through 1994 and 1996,
respondent proposed several adjustnents with respect to Henry and
Esther’s tax returns. Most of those adjustnments were settled
before trial or are conputational. As to those itens settled in
favor of respondent, Henry and Esther nade no show ng at trial,
and did not argue on brief, that their tax treatnment of those
items was supported by substantial authority or by adequate
di scl osure as defined by section 1.6662-4(f)(1) and (2), |ncone
Tax Regs. Henry and Esther’s only argunent in support of their
position that they should not be liable for the penalties was
contained in their reply brief and was limted to the covenant
not to conpete paynents that were applied to the FirsTier note
and the Chevrol et debt. Consequently, we hold that Henry and
Est her have failed to prove that the section 6662 penalty should
not apply with respect to the settled and conputational issues.
See Rule 149(Db).

Wth respect to the covenant not to conpete paynents,
al t hough Henry and Esther failed to address the section 6662
penalties in their opening brief, they did argue in their reply
brief that the accuracy-related penalty should not be inposed

with respect to the HIA paynents applied to the FirsTier note and
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t he Chevrol et debt because they had substantial authority for
their position and that they were entitled to relief under
section 6664. Respondent anticipated these argunents in his
opening and reply briefs. Although we could treat Henry and
Esther’'s failure to address the accuracy-related penalties in
their opening brief as a concession or abandonnent of the issue,
we decline to do so under these circunstances. See Rule

151(e)(5); Lencke v. Conmi ssioner, T.C Meno. 1997-284. |Instead,

we shall consider the argunents nmade by Henry and Esther with
respect to the di sputed paynents.

Henry and Esther argue that their reporting position
regarding the FirsTier and Chevrol et paynents was nmade on a bona
fide factual belief that they were not the primary obligors of
the FirsTier note or the Chevrolet debt and, therefore, were not
obligated to report as their inconme the paynents nmade by HJA on
the two liabilities. Henry and Esther al so argue that respondent
has not directed the Court’s attention to any rule, regul ation,
or case law that required Henry and Esther to declare the
paynments as incone. They assert that there is significant case
law i n support of their reporting position; therefore, they had a
reasonabl e basis for their view, and they should not be liable
for the accuracy-rel ated penalties.

Henry and Esther did not have substantial authority for

their positions. See sec. 6662(d)(2)(B)(ii). Although they rely
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on Landreth v. Conmm ssioner, 50 T.C 803 (1968), Payne v.

Conmi ssioner, T.C. Meno. 1998-227, and Whitner v. Conni Ssioner,

T.C. Meno. 1996-83, as substantial authority for their reporting
position, their position is not supported by any well-reasoned
construction of the relevant authorities. The cases cited on
brief are readily distinguishable and, to the extent they are
pertinent, actually underm ne Henry and Esther’s argunent. See

Estate of Reinke v. Conm ssioner, 46 F.3d 760, 765 (8th Gr

1995), affg. T.C. Meno. 1993-197; Antonides v. Comm ssioner, 91

T.C. 686, 702-703 (1988), affd. 893 F.2d 656 (4th Cir. 1990). W
have rejected the factual basis of Henry and Esther’s clai mthat
t hey were accommodation parties, and, thus, the authority they
cite holding that a guarantor does not realize inconme when the
underlying debt is paid is not substantial authority for purposes
of section 6662.

The only other argunment made by Henry and Esther in support
of their position that they should be relieved of any penalty
under section 6662 is that they had reasonabl e cause for their
reporting position and that they acted in good faith. See sec.

6664(c).2? The determ nation of whether a taxpayer acted wth

22Al t hough Henry and Est her made disclosures that they had
omtted the paynents fromtheir 1992 and 1996 returns, they have
not asserted or argued that the disclosures were adequate
di scl osures. See Craner v. Comm ssioner, 101 T.C. 225, 255
(1993), affd. 64 F.3d 1406 (9th G r. 1995); sec. 1.6661-4(b)(3),
I ncome Tax Regs. Even after respondent, anticipating an adequate
(continued. . .)
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reasonabl e cause and in good faith is nade case by case, taking
into account all pertinent facts and circunstances. See Conpaq

Conmputer Corp. & Subs. v. Conmm ssioner, 113 T.C 214, 226 (1999);

sec. 1.6664-4(b)(1), Incone Tax Regs. In this case, there is
anpl e evidence that Henry and Esther knew or had reason to know
that the paynments made by HJA on the FirsTier note and the
Chevrol et debt generated taxable incone to themas determned in
this opinion, including (1) the Baird, Kurtz letter explaining

t he consequences of the EQA, (2) Fornms 1099 and letters of

expl anation i ssued by HJA showi ng the anmount of covenant not to
conpete paynents nade to Henry each year, (3) the fact that Henry
and Esther reported as incone sone of the covenant not to conpete
paynments made in 1990, (4) the establishnent and operation of the
sweep account, which coordinated the covenant paynents with
paynments on the FirsTier note and the Chevrolet debt, and (5)
Henry's conflicting positions with regard to his liability for

the FirsTier note and the Chevrol et debt taken in the State

22(. .. continued)

di sclosure claim argued in his opening brief that Henry and
Esther’s disclosures on their 1992 and 1996 returns were not
adequate, Henry and Esther still did not argue that they nmade an
adequat e disclosure for those years. Since Henry and Esther did
not raise adequate disclosure as a defense to the substanti al
under st atenment prong of the accuracy-related penalty at any point
during the trial or briefing of this case, the issue of whether
the 1992 and 1996 di scl osures were adequate is not before us.
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litigation and in this case.?® This evidence supports a
conclusion that Henry and Esther’s position regarding the
di sputed paynents was not asserted in good faith, as required by
section 6664(c).

We hold that Henry and Esther are liable for the accuracy-
rel ated penalty in each of the years 1989 through 1994 and 1996.
In light of our holding, we do not address respondent’s
alternative position regarding section 6662.

V. Whether Henry |Is Liable for an Addition to Tax Under Secti on
6651(a) for Failure To File a Return for Tax Year 1995

Section 6651(a) inposes an addition to tax for failure to
file areturn, unless it is shown that such failure is due to
reasonabl e cause and not due to wllful neglect. See sec.

6651(a)(1); United States v. Boyle, 469 U S. 241, 245 (1985);

United States v. Nordbrock, 38 F.3d 440, 444 (9th Gr. 1994);

Harris v. Conmmi ssioner, T.C Mno. 1998-332. A failure to file a

tinmely Federal incone tax return is due to reasonable cause if

t he taxpayer exercised ordinary business care and prudence and,
neverthel ess, was unable to file the return within the prescri bed
tinme. See sec. 301.6651-1(c)(1), Proced. & Adm n. Regs. WIIful
negl ect nmeans a conscious, intentional failure to file or

reckless indifference. See United States v. Boyle, supra at 245.

Zln the State trial, Henry admtted that he had a personal
debt to both FirsTier and Chevrol et and that part of the covenant
not to conpete paynents deposited into the sweep account was
going to FirsTier and Chevrolet to pay his personal debts.
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Henry bears the burden of proving that respondent erred in
determining the addition to tax applies. See Rule 142(a).

Henry concedes that, to date, he has failed to file any 1995
i ndi vidual income tax return. Henry argues, however, that during
1995 Henry and Esther sold a significant nunber of shares in
vari ous conpani es that had been purchased between 1986 and 1995.
At the tinme of the sale, Henry and Esther did not know their
original basis in the stock and, therefore, did not have
necessary information upon which to file an accurate return to
reflect their capital gains tax liability. Henry contends that,
with the help of their tax preparer, M. Goeglein, he made a
diligent attenpt to |locate the additional necessary information
by contacting various financial institutions and research firns,
but the information regarding the stock was difficult to obtain.
According to Henry, M. Goeglein “had ongoi ng di al ogue with
Commi ssi oner’s Revenue Agent d enn Hofer”, who “insisted that
Henry Msle and M. Goeglein obtain an accurate basis for the
stock when filing their return.” Henry essentially contends that
the section 6651(a) addition to tax should not be assessed
because he was acting in good faith to conply with the request of
respondent’s agent and because finding accurate information
necessary to conplete a tinely return was too difficult.

As a general matter, the unavailability of information is

not reasonable cause for failing to file a tinmely return. See
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Crocker v. Comm ssioner, 92 T.C 899, 913 (1989); Electric &

Neon, Inc. v. Conmm ssioner, 56 T.C 1324, 1342-1344 (1971), affd.

wi t hout published opinion 496 F.2d 876 (5th Cir. 1974); Cook v.

Conmi ssioner, T.C. Menp. 1999-50; Barber v. Conmi ssioner, T.C

Meno. 1997-206. Unless a taxpayer applies for and obtains a
tinmely extension of time to file, a taxpayer is expected to file
atinely return based on the best information available and then

file an anmended return if necessary. See Estate of Vriniotis v.

Comm ssioner, 79 T.C. 298, 311 (1982); Cook v. Conm ssioner,

supra; Barber v. Conmm ssioner, supra. Henry has not proved that

his failure to file a 1995 Federal inconme tax return was due to
reasonabl e cause and not to wllful neglect. See Rule 142(a);

Welch v. Helvering, 290 U S. 111, 115 (1933). W hold that Henry

is liable for the addition to tax under section 6651(a)(1) for
1995.

V. VWhether Henry |Is Liable for an Addition to Tax Under Secti on
6654 for Failure To Make Estimated Tax Paynents for Tax Year 1995

Section 6654(a) provides for an addition to tax in the case
of any underpaynent of estimated tax by an individual. The
addition to tax under section 6654(a) is mandatory in the absence

of statutory exceptions. See sec. 6654(a), (e); Recklitis v.

Comm ssioner, 91 T.C. 874, 913 (1988); Gosshandler v.

Comm ssioner, 75 T.C. 1, 20-21 (1980).

Respondent determ ned that Henry is liable for the addition

to tax under section 6654 for 1995. Henry and Esther’s only
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argunment for relief fromliability under section 6654 is that
they had reasonabl e cause for their failure to nake estinmated tax
paynents under section 6654(a). Wth limted exceptions,? “This
section has no provision relating to reasonabl e cause and | ack of
wllful neglect. It is mandatory and extenuating circunstances

are irrelevant.” Estate of Ruben v. Commi ssioner, 33 T.C. 1071

1072 (1960); see also G osshandler v. Comm ssioner, supra at 21.

In addition, Henry has offered no evidence that any of the
statutory exceptions under section 6654(e) apply. Accordingly,
respondent’s determnation i s sustained.

VI . Concl usion

We have carefully considered the remaining argunents of
petitioners for results contrary to those expressed herein and,
to the extent not discussed above, find those argunents to be
irrelevant, noot, or w thout nerit.

To reflect the foregoing and concessions by the parties,

Deci sions will be entered

under Rul e 155.

24Sec. 6654(e)(3)(B) provides for an exception for newy
retired or disabled individuals where the taxpayer (1) either is
retired after having attained the age of 62 or becane disabled in
t he taxable year or the preceding taxable year in which the
estimated paynents were required to be made, and (2) can
denonstrate that any underpaynent was due to reasonabl e cause and
not to willful neglect. Sec. 6654(e)(3)(B) does not apply in
this case.



